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16. UNEMPLOYMENT INSURANCE: THE WORKER'S PERSPECTIVE

James C. Cox
University of Arizona

and

Ronald L. Oaxaca
University of Arizona

This paper examines the relationship between Unemp}oyment Insurance
(UI) benefits and the duration of unemployment. Our focus is at the
level of the individual worker and the effect of UI benefits on the
duration of unemployment. We review extant empirical evidence on the
question of whether the receipt of Ul benefits leads unemployed workers
to prolong their spells of unemployment. Our objective is to examine
representative ~.udies of Ul and worker job search responses with an eye ™
toward eliciting implications for public policy and future research.

A dlsconcertiﬁg feature of empirical analysis of Ul data is the wide
range of estimated effects of policies and programs that abound in the
literature. The disparate results stem from, among other things,
differences in data sets, model specifications, time periods, and
estimation techniques. One common finding in the studies reviewed below,
however, is a positive association between length of spells of
unemployment and the recsipt of UI benefits. Nevertheless, this still
leaves open the question of how to characterize the underlying behavior
of unemployed workers. Two cumpeting hypotheses have been suggested in
the past: (1) UI benefits constitute a subsidy to leisure; and (2) Ul
benefits constitute a subsidy to job léarch. These competing hypotheses

have implications for labor market efficiency and public policy.
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consumer choice of consumption and leisure (Moffitt and Nicholson, 1982):
The income loss from a spell of unemployment overstates the value of the
utility loss from reduced earnings. This is because of the value of the
utility gain from the (forced) additional consumption of leisure., Hence,
unemployment can have some value to workers because of the leisure
consumption it makes possible. According to this view, UI benefits
increase the attractiveness‘of unemployment by reducing the opportunity
cost of uneﬁployment (leisure). Empirically, one would expect to find a
positive association between UI and unemployment duration, and a
clustering of unemployment terminations around the week of UI benefit
exhaustion. In this framework an increase in the potential maximum of UI
benefit duration will have income and substitution effects for those who
would have otherwise have exhausted their entitlements. If unemployment
is a normal good, the extension of potential duration will unambiguously
raise the duration of unemployment.

Job search theory holds that unemployed workers are searching for
jobs in a manner that maximizes the present value of expected utility
(expected income for a risk neutral worker) from search (Mortensen,
1986). Ul benefits serve to reduce the opportunity costs of the search
process and can lead unemployed workers to search longer and hold out for
better job offers. This model would also imply a positive association
between Ul benefits and the duration of unemployment as well as some
clustering of unemployment terminations around the week of UI benefit

exhaustion. Also, an extension of maximum benefit duration would lead to

. @ longer spell of unemployment. Empirically, the job search model is
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distinguished from the leisure subsidy model by the prediction that Ul
benefits will produce better job matches including higher post
unemployment wages. Our review will examine the available empirical
evidence of the effects of Ul on unemployment duration in light of these
two alternative models.

The remainder of our paper is divided into three parts. Part I is a
selective review and summary of what i{s known about the disincentive
effects of Ul from non experimental empirical studies. Part II reviews
completed and ongoing laboratory and field experiments pertaining to the
financial incentives of UI for job search behavior. Part III is a
discussion of the research and program policy implications of what has
been learned to date about the incentive effects of Ul at the level of

the individual worker,

Part 1: Representative non experimental studies

The Ehrenberg and Oaxaca (E-0) (1976) study represents :n early
attempt to focus Ul research on the effects of Ul benefit payments on
post unemployment wages as well as :., duration of unemployment and time
spent out of the labor force. This study used data from the National
Longitudinal Survey (NLS) on four gender/age cohorts: males 14-24 and
45-59, and females 14-24 and 30-44 over the period 1966-71. E-0
specified their Ul variable as a wage replacement fraction, i.e., the
ratio of weekly UI benefits to pre-unemployment weekly wages. Here we
confine our summary to the E-O results pertaining to workers who

completed their spells of unemployment by changing employers.
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E-0 calculated the effects of raising the wage replacement fraction
by 10 percentage points, from 0.4 to 0.5. 1If one takes a base wage
replacement fraction of 0.5, this represents a 20 percent increase in UI
veekly benefits. Such an increase was estimated by E-O to raise the
duration of unemployment (in weeks) by 0.2, 1.5, 0.5, and 0.3 for males
14-24, males 45-59, females 14-24, and females 30-44. The waga gain
effects of this increase in UI benefits were estimated to be 7 percent
for males 45-59 and 1.5 percent for femaies 30-44. Among the 14-24 year
olds, the wage replacement ratio had no statistically significant effects
on wage gains. Finally, this increase in weekly UI benefits was
estimated to reduce time spent out of the labor force by 0.8 weeks for
females 14-24 and 0.7 weeks for females 30-44, This effect was not
estimated for the older male group and was not statistically significant
for young males.

As far as the job search interpretation is concerned, the E-0
results are somevhat mixed. The lack of Ul induced wage gains for young
workers is consistent with any of the’following explanations: (a) job
search among young people is simply unproductive; (b) young people use
their subsidized spells of unemployment to search for jobs with better
on-the-job training opportunities at the cost of initially lower post
unemployment ;agcﬁz and (c¢) UI is serving as a subsidy to leisure for
young people. The E-O study does not shed much ligiht on which (if any)
of thes2 alternative explenations is correct. They do observe, however,
that the apparent substitution of unemplz;ment for time out of the labor
force for the young women 1s‘consistent vith the leisure subsidy

argument. In the two cases for older workers in which Ul benefits were

904




associated with wage gains, the magnitudes of these effects are
implausibly large. The wage gair. effects imply that an additional week
of search induced by Ul is associated with a 5 percent wage gain. Ome
factor underlying these anomalous results could be that the NLS data used
by E-0 did not permit any control for the effect of Ul on search
intensity.

Burgess and Kingston (B-K) in their 1976 study estimated the impact
of the weekly benefit amount (WBA) on the duration of compensated
employment. - The data base for the B-K study was the Service to Claimants
(STC) experiment over the period 1969-70. The STC experiment was
conducted in five cities - Boston, Minneapolis-St. Paul, Phoenix, San
Francisco, and Seattle. The sample consisted of Ul claimants who were
deemed "job ready" (available for work without requiring retraining) but
not "job attached" (no job promised within 30 days of the time UI
benefits were filed for). The sample was restricted to those claimants
who did not exhaust their benefits. Because a change in the UI law in
Washington State created ambiguities in calculating WBA, B-K omitted the
Seattle data from their study. Also omitted from the sample were those
whose post unemployment Social Security wages exceeded the maximum
taxable base ($7800 in 1969-70 dollars).

Since the design of the STC experiment was intended to test the
effects of special job search assistance to Ul claimants and not to test
the effects of Ul itself on search outcomes, we discuss the B-K results
here rather than in Part II. The B-K estimates imply that an additional
$10 of WBA raises subsequent annual earnings by $250. A problem here is

that the duration of compensated weeks of unemployment was included as a
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control variable by B-K in their wage gain equations. According to
search theory, wage gain and duration of search are jointly determined.
“onsequently, Welch (1977) applied a rough correction to the B-K
estimates and came up with estimates that implied that the total effect
of an additional $i) in WBA raises subsequent annual earnings by $180 to
$200.

Another study by B-K (1981) concentrated on estimating the effects
of WBA on compensated weeks of unemployment after controlling for a
worker’s maximum duration of benefits. The STC data base was again used.
This study found that an additional $10 of WBA raises the duration of
compensated unemployment by 0.15 weeks. Combining this effect with the
B-K earlier wage gain estimates implies that an additional week of
compensated unemployment raises annual earnings between $1200 and $1300.
B-K estimated that an additional week of potential benefit duration
raises compensated unemployment by 0.61 weeks, Some differences by ¥
demographic characteristics were evident E}om the B-K 1981 gtudy. WeA
effects on compensated unemployment tended to decrease with age vhile the
potential duration effects on compensat.ed unemployment tended to increase
with age. Both the WBA and potential duration effects tended to be
larger among nonwhites.

The Classen study (1977) sought to determine the effects of Ul
benefits on unemployment duration and earnings by taking advantage of the
fact that legislated increases in maximum Ul benefits took place in 1968,
Classen used the Continuvus Vage and Benefit History (CWBH)
administrative data on UI recipients in Pennsylvania and Arizona for the

Period 1967-70. The duration variable was measured as weeks of UI
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benefits collected per successful claim, the UI variable was the WBA, and
the earnings variable was high quarter earnings in the year following a
completed spell of unemployment.

Classen found that the WBA had & ‘virtually identical effect on
benefit duration in Pennsylvania and Arizona, but it had no statistically
significant effect on earnings in either state., Classen’s results
implied that a $10 (1968 dollars) increase in WBA was associated with an
increase in benefit duration of 1.1 weeks. This $10 increase in WBA
represented a 10 percentage point rise in the WBA/average weekly wage
ratio (a 20 percent rigse in the WBA for a worker with a replacement ratio
of 0.5). Although Classen’s study differs in many respects from the E-0
study, the estimated overall effects of UI on duration is quite
consistent with the estimates from the E-O study. In addition to the
lack of an earnings effect from UI, Classen’s study cast further doubt on
the productivity enhancing aspects of UI benefits by failing.to find any
Ul effect on the number of employers a worker had in the 2 year period
following a spell of unemployment. It was expected that if UI prumoted
better job matches, workers would have fewer employers followiﬁg spells
of insured unemployment,

In a study by Holen (1977), the effects of UI benefits and the
maximum potential weeks of UI eligibility on unemployment duration and
subsequent wages were estimated. The data base for the Holen study was
the Service to Claimants (STC) experiment. Holen included Seattle in her
data base.

Holen specified the duration variable as compensated weeks of

unemployment. The earnings variable was specified as earnings per
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quarter for those with earnings that had not exceeded the waximum FIcA
taxable limit. Holen's results imply that a $10 (1969-70 dollars) rise
in WBA would raise compensated unemployment by about 1 weel and quarterly
earnings by $90. In other words, each additional week of UI induced
search raises quarterly earnings by $90. Holen conjectured that the wage
gain effect reflected some combination of an extra week of search and
increased search intensity,

An interesting aspect of the Holen study was the estimated effects
of extending the maximum potential period of UI claims eligibility on
compensated weeks of unemployment and subsequent wages, Extending the
maximum potential eligibility period by 1 week was estimated to raise the
compensated weeks of unemployment duration by 0.8 weeks and quarterly
earnings by $2.50, As Holen had recognized, the positive effect of
maximum potential eligibility on compensated duration does not
necessarily imply that total unemployment duration would be lengthened,
Those who continue to be unemployed after exhausting their benefits would
naturally have their compensated spells increascd by a legislative
extension of the maximum entitlement period. Holen, therefore,
investigated whether the extension of potential entitlement had any
effect on search behavior. Her results suggested that the probability of
short spells of unemployment was indeed reduced by the availability of a
longer potential benefit pPeriod. Thus, the distribution of total search
duration was shifted toward longer spells of unemployment,

That the UI system can have positive effects on labor supply is
explored in a study by Hamermesh (1979). This study examines the

entitlement effects of Ul availability on labor supply and labor force
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participation among married women. The idea is that market work and
labor supply are marginally more attractive to individuals who would
otherwise have not worked at all, or would have worked fewer hours in the
abgence of the potential benefits available through the UI system.
Hamermesh drew & sample from the Panel Study of Income DLynamics for the
period 1967-71. His sample consisted of married white women between the
ages of 30 and 54, who were married to the same husband from 1967 to
1972, and who resided in the game state from 1970 to 1972,

First consider the subsample of women who earned Between the minimum
and maximum qualifying earnings for Ul eligibility. For this group
Hamermesh found statistical evidence for the usual negative disincentive
effects of Ul on desired hours of work from the weekly benefit amount and
from the maximum potential duration of benefits. However, he also found
a positive effect on desired hours of work from the potential benefits
from the Ul system of an additional hour of labor supply.

For the entire samplé Hamermesh simulated the effects of a 20
percent increase in Ul benefits. He estimated that the resulting
disincentive effects on total hours of work (among working and nonworking
women) was a reduction in labor supply of about 20 hours per year (3.1
percent of the mean hours). Among working women, the disincentive effect
was estimated to be a reduction in labor supply of about 15 hours per
year (1.2 percent of the mean hours). This was translated into an
estimated reduction of 0.48 weeks. Labor force participation was
estimated to be reduced by 1.4 percentage points. Interestingly,
Hamermesh found that the positive entitlement effects on labor supply and

lahor force participation virtually cancel out the disincentive effects.
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~ For the entire sample (working and nonvworking women), desired hours of
work were increased by the entitlement effect in the amount of 17 hours
per year (2.6 percent of the mean). In the case of working women, the
entitlement effect was'estinated to increase desired hours of work by 12
hours (0.9 percent of the mean). This corresponds to an additional 0,38
weeks of work per year. Labor force participation was estimated to
increase by 1.1 percentage points. While the net effects are slightly
negative, it is hard to escape the conclusion that they are not
significantly different from zero.

A study by Solon (1978) questions the desirability of measuring the
work disincentive effects of the UI system by looking only at the
unemployment effects. If the Ul system encourages labor force
participation among those who would otherwise be out of the labor force,
the estimated UI effects on unemployment would overstate the true
disincentive eftects as measured by employment effects. Consequently,
Solon estimates the effect of extended UI benefit eligibility on
employment.

The data source used in the Solon study consists of a sample of
former Ul claiﬁants in the state of New York who had established benefit
years over the period September 1972 to August 1973, and who had also
exhausted their 26 weeks of regular UI benefit entitlement. These
claimants were periodically interviewed up te 6 months after their
benefit exhaustions. The post benefit exhaustion period covered the
periods March-Saptember 1973 to February-August 1974. During the period

of the study (February 18, 1974), the rise in the insured unemployment
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rate in New York triggered extended benefits of up to an additional 13
weeks for a subset of the sample.

Solon found a marginally statistically significant negative effect
of extended UI benefit eligibility on subsequent weeks of emvloyment,
His results indicated that for every 10 weeks of extended benefit
eligibility, employment “aduced by 1 week. This effect was mainly
confined to those who had ze.eived UI benefits in 2 of the previous 5
years (repeaters). Solon'’s estimates of work disincentives were smaller
than what one would have inferred on the basis of unemployment effects
because of the out-of-the labor force effects.

Fishe and Maddala (F-M) (1980) estimate the effects of UI benefits
on the duration of unemployment from a structural model of joint wage
offer determination and reservation wage determination. They explicitly
incorporate the assumption of finite search horizons among unemployed
warkers in contrast to the infinite horizon assumption implicitly or
explicitly held by most researchers, F-M used a CWBH data set for a

' sample of workers in Florida who had been unemployed at some point
between 1971 and 1975.

The Ul benefits variable in the F-M study is defined as the
potential weekly benefit amount (PWBA) an unemployed worker is eligible
for (equal to WBA for actual periods of compensation). F-M’s results
imply that a $10 rise in PWBA raises the weekly reservation wage by $4.40
(in 1970 dollars). This corresponds to 2.8 percent of the average weekly
wage. Furthermore, the exhaustion of UI benefits was estimated to drop
the weekly reservation wage by a statistically significant $26.20 (16.4

percent of the average weekly wage). F-M found that the number of weeks
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remaining until UI exhaustion was positively related to the reservation
wage and was statistically significant. As each week passes without g
Job acceptance, the weekly reservation wage declines by $2.29 (1.4
percent)., This result was interpreted as evidence of a declining
reservation wage over the search horizon. F-M treated the finite gearch
horizon as a parameter which they estimated to be 40.9 weeks. Thus, a
vorker who had not found an acceptable wage offer by the 41st week of
unemployment would accept the very next offer to come along, Increasing
PWBA by $10 (roughly 20 percent) would raise the duration of unemployment
by 1.4 weeks,

The Moffitt and Nicholson (M-N) (1982) study examined the impact of
changing the maximum duration of UI benefit eligibility on the duration
of unemployment. The labor/leisure choice (leisure subsidy) model
provided the theoretical underpinning for the employment (labor supply)
function in the M-N study. A maximum likelihood estimation procedure was
used to incerporate the kink in the unemployed worker's budget line at
the point of maximum UI benefit duration eligibility. Data for the study
were drawn from a sample of workers who collected UI benefits under the
~ Federal Supplemental Benefits (FSB) Program,

A negative estimated coefficient on the non-UI, nonwage income
variable indicates that weeks of unemployment is indeed a normal good.
M-N estimated that increasing potential UI benefit duration by 1 week
raises weeks unemployed by 0.1 weeks. This result implies that the 26
week extension of maximum duration of UI benefits triggered by the FSB
program in response to the 1974-75 recession increased unemployment

duration by about 2.5 weeks. The M-N study also examined the effects of
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changes in the net wage replacement ratio on unemployment duration, An
10 percent increase in the replacement ratio would raise the duration of
unemployment by 0.4 weeks for those with high probabilities of benefit
exhaustion and by about 0.8 to 1 week for the typical claimant.

Two major issues pertaining to Ul and unemployment were confronted
in the Feldstein and Po;erba (F-P) (1984) study. The first issue was the
existence of evidence that indicated that a significant proportion of
unemployed workers hold unrealistically high and socially nonoptimal
reservation wages. While one might question whether some of these
individuals should be considered unemployed, they are nevertheless
counted as unemployed according to the official definition of
unemployment. The second issue is that Ul benéfits exacerbate the
problem of nonoptimal reservation wages by raising them further and hence
prolonging unemployment,

F-P used data obtained from a special supplement to the May 1976
Current Population Survey (CPS), Unemployed workers were asked to
indicate the kind of work they were seeking and the lowest wage they
would accept to do the specifiec work. From this group, F-P selected a
subsample of those unemployed who were receiving UI benefits, A
reservation wage variable was constructed as the ratio of the reported
reservation wage to the lust wage received prior to the current spell of
unemployment. F-P constructed their Ul variable as the ratio of WBA
received to the previous wap: adjusted for a constant marginal tax rate
of 0.3.

Regrecsion analysis revealed that the UI wage replacement variable

had a statistically significant positive effect on the reservation wage
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ratio for each of the groups of Ul recipients in the sample ("job losers
on layoff", "other job losers", and "job leavers"), Predictably, the UI
effect was large t for "other job losers". For a worker in this latter
category whose gross Ul wage replacement ratio is 0.5 (0.7 after taxes),
a 20 percent rise in WBA would increase the reservation wage by 6 percent
of the previous wage. F-P also found that the UI net wage replacement
ratio had a positive statistically significant effect on the probability
that an unemployed worker would have a reservation wage ratio in excess
of 1.0. For the same worker as described above, a 20 percent increase in
WBA would raj ‘e the probability that the reservation wage ratio exceeds
1.0 by 5 percentage points (31 percent of the "other job losers” sample
had reservation wage ratins in excess of 1.0). Simulations by F-P
indicated that the nonlinearities inherent in the relationship between
the reservation vage ratio and the duration of unemployment made the
latter more sensitive to Ul for those with higher UI wage replacement
ratios.

The Moffitt (1985) study is an attémpt to deal with the problem of
wide ranging estimates of Ul effects. Specifically, Moffitt focused on
the effects of the maximum potential duration of benefits. His study
adopted a uniform specification and estimation strategy across four
selected data sets. The objective was to generate a narrower range of Ul
effects as well as to ascertain how wuch of the differences in estimates
can be attributed to differences in data bases.

The four data sets used were (1) CWBH (1978-83), (2) the Employment
Opportunity Pilot Project (EOPP) (1979-81) (also known as the Job Search

Assistance Research Project), (3) the Federal Supplemental Benefits (FSB)
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Follow-Up Survey (1975-77), and (4) the Newton-Rosen data set (1974-76),
The EOPP data base was generated from a demonstration project consisting
of 10 treatment sites and 10 comparison sites. This project was
concerned with determining the effects of employment and job search
assistance to disadvantaged workers. The FSB Follow-Up Survey was a
household survey conducted by Mathematica Policy Research Inc. for the
purpose of analyzing the effects of an FSB program. The Newton-Rosen
data set was drawn from a data base of Ul records in Georgia.

Moffitt's study yielded estimated effects of an additional week of
potential duration of UI benefits that ranged from 0.17 to 0.45
additional weeks of unemploymenr: for males and 0.10 to 0.37 additional
weeks of unemployment for females. There was some hint that these
effects were somewhit lafger when the unemployment rate was higher.

Also, Moffitt found that the effect of an additional week of potential
duration on combined weeks of unemployment and out of the labor force was
0.52 weeks for males and 0.66 weeks for females. Moffitt found no strong
evidence that increased potential duration had any effect on the labor
supply of other members of a UI recipient’s family. Finally, Moffitt
failed to find any convincing evidence of an effect of potential duration
on post unemployment earnings.

The Katz and Meyer (K-M) (1988) study used hazard rate analysis to
estimate the impact of potential duration and Ul benefit level on the
duration of compensated unemployment and on the timing of exits from
unemployment. K-M used two data sources for their study: (a) a sample
of heads of households from the Panel Study of Income Dynamics (PSID)

over the period 1980-81, and (b) a sample of males from the CWBH data
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(1978-83) used by Moffitt supplemented by an additional CWBH data set
covering the period 1979-1984.

A significant finc.ng from the K-M study was that among UI
recipients there were sharp spikes in the escape rates from unemployment
at about the duration when Ul benefits were about to be exhausted (26 and
39 weeks). No such sharp pattern in escape rates was found for non Ul
xecipients. Although the statistical significances of the potential
duration and UI benefit level in the hazard models were marginal, the
estimated effects were in the anticipated directions. These results
imply that a 1 week increase in potential duration is estimated to raise
compensated duration by 0.16 to 0.20 weeks. A 10 percentage point rise

in the wage replacement ratio (a 20 percent rise in UI for an individual

with a replacement ratio of 0.5) is estimated to increase the length of a

compensated spell of unemployment by 1.5 weeks.

Part Il1: Field and laboratory experiments

Applied econometric studies of the effects of Ul, such as those
reviewed in Part I, establish statistical associations between bl
benefits and unemployment duration, wage gains, and other variables of

interest to policy makers. However, interpretations of these results in

terms of search intensity, labor/leisure substitutions, etc. require the
use of theoretical models as maintained hypotheses., Many econometric

studies of UI employ either a finite or an infinite horizon search model
as a maintained hypothesis (Devine and Kiefer, 1988). Therefore, i{f the

Job search/job acceptance behavior of economic agents 1s not consistent
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with the search models then the interpretations of the results of the
applied research can be misleading. Hence, it is essential that search
models be subjected to direct empirical testing to learn whether they
can be falsifled.

The literature contains some very ingenious studies that use
econometric techniques designed to test search models with data from the
historical record. Among these are Kiefer and Neumann (1979a, 1979),
Warner et al. (1980), and Lancaster and Chesher (1983). However, the
properties of search models pose inherent limitations on what can be
learned with this approach. Consider some of the difficulties in
attempting to use nonexperimental data to test job search theory. The
models imply that the feasibility of recalling past wage offers, the
length of the search horizon, and/or agent information about the
distribution of w.ge offers are central determinants of an optimal
search strategy. But possibilities of wage offer recall, the length of
search horizons, and agent information on wage offer distributions are
not observable in nonexperimental data sources. Hence such data are not
very useful for learning whether job search models can be falsified by
observations of job search behavior. In contrast, controlled
experiments have some unique advantages for empirical evaluation of
search models. The relative advantages of laboratory experiments and
field experiments are somewhat different, and thus we will discuss both
types.

Laboratory experiments designed to test finice horizon search
models were conducted by Cox and Oaxacu (1989). 1In these experiments

the researchers can control, and thereby observe, the possibility of
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recalling past wage offers, the length of the search horizon, and agent
information about the wage offers di:tribution. Also under experimental.
control are theoretically-hypothesized determinants of search behavior
such as the discounting rate of interest and the cost or subsidy to
search. Thus, such laboratory experiments are well-suited for learning
vhether people are capable of making choices in a dynamic, uncertain
decision environment as if they were finding the optimas solutions to
stochastic dynamic decision problems. This is the type of behavior that
is modeled in job search theory and that is used as a maintained
hypothesis in much econometric research on UI,

The Cox and Oaxaca (1989) laboratory experiments were conducted
with sixty subjects who participated in base line and various treatment
trials. The experimental treatments consisted of variation of the rate
of interest, the subsidy tu search, the riskiness of the wage offers
distribution, the probability of obtaining a job offer.land the length
of the search horizon. The picture that emerges from these experiments
is one of reasonably close agreement between the predictions of the risk
neutral search model and observed subject behavior. Overall, subjects
terminated search exactly at the point predicted by the risk neutral
model in 77 percent of 600 trials. However, there was significant
evidence of risk averse behavior. The risk averse or risk neutral
(concave) model survived the experimental test#iremarkably well, Fully
94 percent of the search terminations in 600 trials were consistent with
this concave search model. The accuracy of the concave search model in
predicting search behavior is supported by several parametric and

nonparametric tests reported in the paper,
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There are six field experiments with the ﬁI program that have
eithe recently been completed or are currently at some stage of
planuing or implementation. The first of these was the completed
Illinois reemployment bonus experiment. Further experiments with
alternative bonus formulas are currently in progress in Washington. The
completed New Jersey experiments involved geveral treatments that
included combinations of reemployment bonuses, job search'assistance,
job training, and relocation assistance. The New Jersey experiments
were targeted on structurally unemployed workers. Experiments currently
in progress in Pennsylvania involve treatments that use alternative
reemployment bonus formulas and job search ascistance. Two other
experiments that are currently in progress are the Washington and the
Three State Self-Empioyment Demonstration Projects. These experiments
fnvolve treatments that consist of self-employment allowances and
various support services to assist Ul recipients who want to bec~me
self-employed. The Illinois and New Jersey experiments are the only
ones for which results are currently available; hence we will focus our
discussion on these two.

Results from the 1llinois experiment are presented in Spiegelman
and Woodbury (1987) and Woodbury and Spiegelman (1987). 1In this
experiment, individuals in a selected subset of Ul claimants were
randomly assigned to one of two treatument groups or a control group. An
individual who was assigned to the claimant treatment group was eligible
for a $500 reemployment bonus if he returned to work with either his old

euployer or a new employer within eleven weeks of filing the UI claim

and remained on that job for at least four months. If an employer hired
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an individual who was assigned to the employer treatment group then the

employsr was eligible for a $500 bonus if the worker met the eleven week
and four month filing and employment conditions. Bonus-qualifying jobs

for both treatment groups had to provide at least thirty hours per week

of employment.

The results of the Illinois experiment support the conclusion that
reemployment bonuses can significantly affect the job finding behavior
of Ul recipients. Individua's in the claimant treatment group had an
average of 1.37 fewer weeks of unemployment than those in the control
group during the first spell and 1.15 fewer weeks during the benefit
year. The average differences between the employer treatment and
control groups were 0.67 weeks in the first spell and 0.36 weeks during
the benefit year. All of these figures except the 0.36 benefit year
figure are significantly differen: from zero at the five jercent
significance level. Furthermore, the three significant reductions in -
weeks of unemployment also involve significant reductions in total Ul
benefits paid out, inclusive of the $500 bonuses. In addition, the
lower average number of weeks of unemployment for the treatment groups
does not appear to have been achieved at the cost of lower post-
unemployment earnings.

Further analysis of data from the Illinois experiment is presented
in Meyer (1988). He also discusses some ways in which the results of
this field experiment might not be indicative of the effects of a
permanent national reemployment bonus program. The Illinois experiment
lasted only seventeen weeks and was not publicized; hence (t is unlikely

that it induced firms to change their layoff and recall policies.
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However, if recalled workers were eligible for bonuses in a permanent
program, this would provide a substantial subsidy to temporary layoffs,
The responses by firms and workers to the incentive provided by this
subsidy might lead to a substantial increase in UI claims. In contrast,
if recalled workers were not eligible for bonuses (as in the New Jersey
and Washington experiments) this would provide an incentive to break up
employer/employee matches. Any response to this incentive by workers
would increase Ul claims and impose other costs on the economy.
However, there could be an offsetting effect on firms in that they might
reduce layoff frequency in order to avoid having their employees respond
to the bonus incentive to join other firms. |

Results from the New Jersey experiment are reported in Corson, et
al. (1988). In this experiment, individuals in a selected subset of Ul
claimants were randomly assigned to one of three treatment groups or a
control group. The three experimental treatments were: (1) job search
assistance; (2) job search assistance combined with training or
relocation assistance; and (3) job search assistance combined with a
reemployment bonus. The eligibility screens that were used in selecting
individuals for inclusion in the experiment were intended to select
displaced workers (the target group). This was partially successful
although other UI recipients were included. Not surprisingly, the
experimental treatments were more effective for individuals not in the
target group.

The reemployment bonus formula in the New Jersey experiment was
different than the one used in the Illinois experiment that is described

above. The New Jersey bonus formula offered individuals one half of
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their remaining Ul entitlement if they started work by the end of the
second full week following the assessment/counseling interview. This
fmplies that bonus eligibility began about the seventh week after an
eligible claimant filed for UI. The amount that could be claimed during
the first week of bonus eligibility averaged $1,644. In subsequent
weeks the bonus declined by about 10 percent of the original amount each
veek. ,

Data from the New Jersey experiment indicates that each of three
experimental treatments significantly reduced both the number of weeks
that claimants collected UI and the amount that they collected,
Furthermore, the treatment with the reemployment bonus had the largest
effect in reducing both weeks of Ul duration and dollars of UI paid.

The results also indicate that all three treatments increase both
employment and earnings in the year following the UI claim. Thus the
experimental treatments do not appear to have lowered reservation wages.
Finally, various benefit-cost analyses are reported. They indicate that
none of the treatments led to positive net benefits for the Labor
Department. However, two of the treatments yielded positive net
benefits for the government sector and, most importantly, all three of
the treatments yielded prsitive net benefits to society as a whole and
to claimants.

Although the results of the Illinois and New Jersey experiments
appear to be favorable, Meyer (1988) explains why these results do not
support policy conclusions. Both of these experiments were short-lived

and were not widely advertised to workers and firms. Hence, it is

reasonable to suppose that neither workers nor firms made strategic

922




responses to the existence of the experimental treatments. However, the
possibility of such strategic responses to a permanent program implies
that the results of the experiments might not be a good predictor of the
impacts of a permanent program.

Consider the possibility of strategic responses by workers to a
permanent reemployment bonus program. The bonus formulas from the New
Jersey and Illinois experiments provide good examples to illustrate the
problem. The New Jersey bonus became available in the seventh weék
after a Ul claim was filed. The average initial bonus of $1,644 was
about five weeks average wages. Thus, anyone who was planning to start
a job after two weeks of UI could increase his income by waiting a few
more weeks to become eligible for the bonus. In contrast, the Illinois
bonus was available immediately after a UI claim was filed. Immediate
availability of a bonus would provide an incentive for gome people to
file UI claims who otherwise might not file. The most obvious example
of this would be someone who had a new job 1ined up upon termination of
the previous job. With either type of strategic response, the larger
number of benefit payments caused by added claimants might eliminate any
cost savings of a bonus program. Therefore, the findings of positive
net benefits for reemployment bonuses in the Illinois and New Jersey
experiments do not support the prediction that a Permanent bonus program
of either type would yield positive net benefits.

Another question that was not addressed by the Illinois and New
Jersey experiments is the possibility of displacement effects. That is,
individuals in the experimental treatment groﬁps who found jobs more

quickly may have done so at the expense of others who took 1oﬁger to
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find Jobs. Any such displacement effects would detract from the
calculated net benefits of the experimental treatments. The
Pennsylvania experiment will attempt to examine this question by
comparing the experiences of the control groups to similar groups in
other labor markets. It remains to be seen whether this can he done

effectively.

Part I1I: Implications for research and policy

For all of the many differences in techniques, model
specifications, time periods, and data sets that characterize empirical
studies of Ul effects on individual workers, it is remarkable that these
studies all point to the same qualitative effect of UI benefits on work
incentives - UI prolongs spells of unemployment and lowers employment
among its recipients. Unfortunately, the magnitudes of these estimated
effects vary more than one would like. A single best estimate at this
point is that a 20 percent rise in WBA for a UI claimant with a wage
replacement ratio of 0.5 would increase the duration of his spell of
unemployment by about a week. Another source of work disincentives is
the maximum potential duration of UI benefits. Given the range of
estimates in the literature, a best guess at this point is that an
additional week of potential duratioﬁ increases a spell of unemployment
by no more than 0.5 weeks. If one regards weeks of employment as a
better measure of work disincentives, then the evidence thus far shows
that at least extended benefits beyond the exhaustion of regular UI

benefits has very small negative effects oﬁ'employment.
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The empirical evidence on the wage gain aspects of Ul is not even
in agreement on the existence of such an effect let alone on its
magnitude, This‘goes to the heart of the issue of whether the job
search or the leisure subsidy hypothesis is the most appropriate for
understanding the effects of UI on spells of unemployment. While some
studi~s show a wage gain, others do not. At tﬁe present. time one can
find no compelling evidence in support of the proposition that UI
increases wages because of better job matches and increased job
stability. This does not necessarily mean that there are no such
effects, but only that significant data problems prevent the research
community from being atle to properly test for their presence.

It should be appreciated that different estimated UI effects that
merely reflect demographic differences are not necessarily a statistical
problem, Different worker responses to UI can be anticipattd when
workers differ in their personal characteristics. This does, however,
present a policy problem because of the political and legal difficulties
in adopting UI legislation that treats potential UI recipients
differently depending on their non job related personal characteristics,

What are the implications of previous research for the future Ul
research agenda? These implications fall into two categories: (a)
appropriate data bases, and (b) research topics. Virtually all of the
empirical evidence on UI to date i{s derived from non experimental
sources. These include administrative records and household surveys.
Few of the authors of these studies have been too inhibited to point out
severe limitations of the data bases used by others (and sometimes even

their own!). It seems clear that there is a consensus that using data
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based on only compensated spells of unemployment introduces unacceptable
estimation biases when analyzing total duration of unemployment spells.
But even with household survey data that yield information on completed
spells of unemployment, there are too many important factors that go
unobserved. These include the length of a worker's search horizor, the
worker's discounting rate of interest, a worker’s search costs, etc.

An essential concept of the search paradigm that provides the
theoretical basis for most of the UI studies on individual worker
behavior is the reservation wage. Yet this theoretical construct is not
observed in the data. What about the question in the May 1976 CPS that
asked unemployed workers to state the lowest wage they would accept for
the kind of job they were seeking? We maintain that there is no basis
for interpreting the answers to this question as corresponding to the
theoretical notion of a reservation wage. In their actual job
acceptance decisions, workers are in no sense bound by their answers to
the reservation wage question. One might more plausibly argue that the
.Answer to this question reflects a hoped for or desired wage.

Consistent with this view is the evidence found in Feldstein and Poterba
(1984) that shows little or no decay in the ratio of stated reservation
wages to the previous wage with the number of weeks the individual had
been unemployed. Accordingly, we are not prepared to draw any policy
conclusions from the magnitude of the estimated Ul effect on the
reported reservation wage in the F-P study. This is an important issue
because in the search paradigm it is the effect of Ul on the reservation
wage that produces the association between Ul and the duration of

unemployment. The absence of data on this variable couvld potentially be
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managed if one could observe all offers received by an unemployed worker
instead of only the accepted offer, Unfortunately, traditional data
sources do not provide information on all offers received.

One of the significant advantages of controlled experiments is that
they can make some variables observable that would otherwise be
unobservable. This is especially true of laboratory experiments in
which such factors as the feasibility of recalling past wage offers, the
length of the search horizon, and agent information about the
distribution of wage offers are controllable and therefore observable.
These theoretical determinants of job search behavior are inherently
unobservable in non experimental data sources and difficult or
impossible to observe in field experimental data sources. Although
fewer variables are observable in field experiments than in laboratory
experiments, the former have the obvious advantage of being conducted in
an environment that is closer to the naturally-occurring economy in
which UI programs actually operate.

The UI research agenda of the future should include the topics
described below.

The effects of UI on post unemployment earnings and on the quality
of post unemployment job matches is still very much an open question.
The answer to this question bears on how much we regard Ul in its
traditional role as income maintenance for workef; on temporary lay off
as opposed to its potential role for improving the efficiency of job
search,

More research is needed to determine wBat effects Ul has on search

intensity. Changes in the UI system to provide monetary 1nceﬁt1ves to
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shorten the duration of UI claims may possibly work through some
combination of lowering the reservation wage and increasing job search
intensity. - The fear some may have about the former is that poorer job
matchez may be encouraged.

If UI is found to raise post unemployment earnings through better
job matches, then a cost-benefit analysis should be performed to
determine whether the social gains offset the social costs of longer job
searches,

The incentive effects of UI over the business cycle need to be
examined more systematically. It seems reasonable to suppose that an
additional dollar of UI benefits or an additional week of maximum
potential duration will have different effects on search decisions
depending upon where the economy is in the business cycle.-

Moffitt (1985) makes a convincing case for the need to better model
the dynamics of the search process of unempioyed workers as time varying
variables such as potential duration, the unemployment rate, etc. change
during the search process. Changes in these factors can influence the
efficacy of UI policy. This ;opic is related to the immediately
preceding one.

More tesearch is needed on the formal modeling and empirical
testing of simultaneous search by firms for workers and search by
workers for jobs. How does the Ul system simultaneously affect both
sides of the labor market? |

Without awaiting the definitive work on the effects of Ul on work
incentives, there are some policy implications that can be raised at

this point.
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If the UI system were found to produce better Job matches, then why
should there be a public subsidy to productive job search? A divergence
between private and social gains could be one Justification. The
existence of imperfect capital markets might be a justification for a
Public subsidy. As argued in Classen (1977), such a Justification need
not require outright Ul grants. Rather, one could make an argument that
a subsidized unemployment loan program could address the problem of
imperfect capital markets. .

Policymakers are continually faced with the task of Iimitlng the
benefit costs of the UI program. To the extent that the costs of the UI
program are ultimately borne by employers and by workers in the covered
sector, both parties have an interest in cost effective UI plans,
Aggregate benefit costs could be lowered by legislating reduced weekly
benefit amounts and/or maximum weeks of UI entitlement. However, such
measures would degrade the adequacy of UI benefits as an effective form
of income maintenance during temporary spells of unemployment. Another
cost-saving measure would be to tighten up on eligibility requirements
in the nonmonetary determinations. This already occurs to some extent
because claims deputies can give closer scrutiny to Ul claims without
the need for formal legislative changes,

The desire to reduce both the transfer payments of Ul and its
administrative costs can be accommodated by making the program function
more like insurance rather than as income maintenance. The reemployment
bonus payment plan is a step in this direction. There are of course the
usual moral hazard problems to be concerned with. Furthermore, the

results from completed UI bonus field experiments have not provided
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adequate evidence to support the conclusion that a permanent
reemployment bonus program would be cost effective.

Given the likelihood that the effects of the Ul system are not
invariant over the business cycle, it is unfortunate that the current UI
system offers little flexibility in dealing with this issue. About the
only automatic response is the Extended Benefits (EB) program which is
triggered by a state’s insured unemployment rate reaching 6 percent for
states with such provisions ér a 5 percent rate that is at least 20
percent higher than the average for the corresponding period in the
previous two years. One could imagine different Ul payment schedules
being triggered by a high unemployment rate. For example, consider a UI
bonus plan in which a job acceptance bonus declines the longer a Ul
claimant goes without accepting a job. One possibility is that the Ul
bonus payment decreases at an increasing rate. This plan would provide
the strongest incentives to accept an offer early in the spell of
unemployment. This would make sense in periods of relatively low
unemployment when the probabilities of receiving job offers are high.
In periods of hiéh unemployment the incentive for early job acceptance
would be frustrated by the low probabilities of receiving job offers.
During these periods it might make more sense to implement a Ul bonus
payment schedule that provided more incentive farther along in a

’ worker’s spell of unemployment. Such a plan would offer a UI bonus
schedule that declined at & decreasing rate during a spell of insured
unemployment.

We believe that such plans as we have discussed above are feasible

and could meet the objective of adequate income maintenance assistance
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for the involuntarily unemployed without unacceptable work
disincentives. They would be good candidates for inclusion in future
field experiments.

Other future field experiments should be designed so as to not be
subject to the major shortcomin; of the present experiments that we
discussed in detail ip Part II. This shortcoming is that the results of
the completed and in-progress experiments with reemployment bonuses,
etc. may not be good predictors of the effects of a permanent policy
‘because of differences in feasibility of strategic responses by workers
and firms. There is nv low cost solution to this experimental design
problem. In order .to incorporate in an experiment the same possibility
for strategic responses that would exist with a permanent program the
experiment must continue for a longer time period than has previously
been tried with Ul experiments. Of course the incentive features of the
experimental treatments would also need to be widely advertised.

As important as the association between the UI benefit award
structure and the duration of unemployment is politically and
economically, there are other aspects of the Ul system that can be
examined from the worker’s perspective. These include the issue of
eligible non-filers and the issue of recidivism in the collection of Ul
benefits over the life cycle. A comprehensive treatment of these and

related issues merits a separate review.
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